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Napster 2.0: The Cat Is Back was the brainchild of Fanning, a 17-year- 

old freshman at Northeastern University who left college to develop a technology to trade music over the Internet. The technology was com​mercialized through Napster, which allowed computer users to share high​quality digital recordings (MP3s) of music via the Internet using its pro​prietary MusicShare software. Nap​ster didn't actually store the record​ings on its own computers; rather, it provided an index of all the songs available on the computers of mem​bers who were logged on to the serv​ice. In other words, Napster func​tioned as a sort of clearinghouse where members could search by artist or song title, identify MP3s of interest, and download their choices from other mem​bers' hard drives. Napster quickly became one of the most popular sites on the Internet, claiming some 15 million users in little more than a year. Indeed, so many college students were downloading songs from Napster that many universities were forced to block the site from their systems to regain bandwidth. 

From the beginning, Napster's service was as con​troversial as it was popular. Barely a year after its 1999 launch, Napster was sued by the Recording Industry Association of America (RIAA), which repre​sents major recording companies such as Universal Music, BMG, Sony Music, Warner Music Group, and EML The RIAA claimed that Napster's service vio​lated copyright laws by allowing users to swap music recordings for free. The RIAA also sought an injunc​tion to stop the downloading of copyrighted songs, as well as damages for lost revenue. The RIAA argued that song swapping via Napster and similar firms had cost the music industry more than $300 million in lost sales. Metallica, a heavy-metal band, and rap star Dr. Dre filed separate lawsuits accusing Napster of copy​right infringement and racketeering. Lars Ulrich, Metallica's drummer, told a Senate committee that he believed Napster users were basically stealing from the band every time they downloaded one of its songs. 

The Fall of Napster On July 26, 2000, U.S. District Judge Marilyn Patel granted the RIAA's request for an injunction and ordered Napster to stop making copy​righted recordings available for download. This order would have effectively destroyed the company by 



pulling the plug on its most popular feature. However, on July 28, just nine hours before Napster would have shut down, the Ninth Circuit Court of Appeals stayed that order, granting Napster a last-minute reprieve until the lawsuits could be tried in court. Despite the brief reprieve, Napster was ultimately found guilty of direct copy​right infringement of RIAA members' musical recordings, and that ruling was upheld on appeal on February 12, 2001. The District Court of Appeals refuted all of Napster's defense tactics and ordered the company to stop allowing its millions of users to down​load and share copyrighted material without properly compensating the 

owners of that material. 

In late September 2001, Napster agreed to pay $26 million for past distribution of unauthorized music and made a proposal that would let songwriters and musicians distribute their music on Napster for a fee. This settlement would have covered as many as 700,000 songs, but Napster still needed an agreement before it could legally distribute the music. However, after several failed attempts to reach a suitable com​promise with the recording industry and with litiga​tion expenses mounting, the company entered Chap​ter 11 bankruptcy proceedings in June 2002 as a last-gasp effort to reach a deal with Bertelsmann AG, Napster's strategic partner. 

The final nail in the coffin for Napster came on September 3, 2002, when a Delaware bankruptcy judge blocked the sale of the company to Bertelsmann, ruling that negotiations with the German media com​pany had not been made at arm's length and in good faith. Bertelsmann had agreed to pay creditors $8 mil​lion for Napster's assets. According to the bankruptcy petition, the company had assets of $7.9 million and debts of $101 million as of April 30, 2002. Shortly after the judge's ruling, Napster laid off nearly all of its 42-person staff and proceeded to convert its Chap​ter 11 reorganization into a Chapter 7 liquidation. At the time, Napster appeared to be doomed. 

The Digital Music Revolution The United States is the largest music market in the world, accounting for 40 percent of all global sales and almost 33 percent of all unit sales ($40 billion). In 2002, the average U.S. consumer spent $46.50 on music albums. However, the future of traditional music sales appears bleak. The RIAA predicted that U.S. music sales would 
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decline by 6 percent in 2003 and total album sales by 7 percent. According to the RIAA, the number of CD shipments declined significantly, about 9 percent, from 2001 to 2002. The sale of DVDs increased, but only by a slight 4 percent. 

One major reason for the decline in music sales is changing consumer preferences. Although consumers value CDs because they provide "long-term" enter​tainment, an RIAA survey found that many believe CDs cost too much. The RIAA's research indicates that a significant number of consumers do not fully under​stand the variables that playa role in the overall pric​-ing of a CD. Consumers counter that they resent pay​ing $13 to $18 for a CD to get only one or two popular songs. Thus, many consumers find downloading music an appealing alternative to high CD prices. 

With Napster out of the picture and the RIAA bringing lawsuits against individual downloaders of music online, other online music providers were rap​idly getting their houses in order. One of the first was AOL, which launched MusicNet in February 2003 with 20 music streams and 20 downloads for $3.95 per month. Apple's iTunes, which debuted in April 2003, was by far the heaviest hitter to join the foray into online music. Other services were available as well: 

Rhapsody (www.listen.com).adivision of Real​Networks, whose RealPlayer is ubiquitous on millions of PCs. Rhapsody offers 400,000 songs for download. 

MusicMatch (www.musicmatch.com). a major partner with Dell, which pre installs MusicMatch Jukebox on all new PCs. MusicMatch offers 200,000 songs for download. 

BuyMusic.com (www.buymusic.com). a sub​sidiary of Buy.com that offers 315,000 songs 

for download. 

walmart.com, which entered the online music business. Naturally, the discount chain would undercut the competition with 88-cents-per-song downloads. 

Amazon.com has top CDs for as low as $12.99, breakthrough artists for less, and some free downloads. 

Thus, it has become clear to both sides of the music-downloading controversy that online music dis​tribution is here to stay. It was only a matter of time until a compromise could be reached among the recording studios, the artists, and the various online music providers. 

Some thorny issues remained to be resolved, how​ever. First, because even pay-for-download services are 



not immune to piracy, the recording industry wanted to develop technology that would prevent download​ersfrom swapping files on their Own even after mak​ing a legitimate purchase. To protect the artistS, the industry also wanted to limit the number of times a song can. be downloaded and copied. Suggestions included using the MD5.hash-a digital fingerprint​or using software that monitors sound patterns to detect illegal copies. Asecond issue was the develop​ment of a revenue model. Should MP3 files be avail​able individually, as one file in a complete album, or both? Should pricing be based on a per-download basis or on an unlimited basis for a monthly subscrip​tion fee? 

The Rise of Napster 2.0 In late 2002, Napster's name and assets were purchased by Roxio, a company well known for its "CD-burning" software. After much fanfare and excitement, Roxio revived Napster as Napster 2.0 on October 29, 2003. The new fee​based service offers 500,000 songs· for download​giving it the largest online catalog currently available in the industry-at 99 cents per track or $9.95 per album. Users can also pay $9.95 per month for unlim​ited music streaming to their desktops. Perhaps most important, Napster's relaunch came. with the blessing of five major record labels. Napster has also devel​oped a number of partnerships with Microsoft, Gate​way, Yahoo!, and Samsung that gave it an advantage during its relaunch. Napster's partnership with Sam​sung led to the creation of the Samsung YP-910GS, a 20-gigabyte digital audio player that is fully integrated with Napster 2.0. The device allows users to transfer songs from Napster directly to the unit via a USB con​nection .. The player also boasts an integrated FM transmitter that allows users to broadcast MP3 play​back through their home or car stereo systems. In addition, Napster subscribers receive the industry's leading CD creation software package, developed by parent company Roxio, as a bonus. 

Although the reborn Napstercurrently offers the largest catalog of songs, it continues to face competition from a growing number of firms, particularly MusicNet and iTunes. MusicNet is marketed by AOL, the world's largest Internet service provider (ISP) with more than 35 million users. In addition to its massive potential user base, AOL's diverse business operations enable the company to offer music at a lower price than Napster. AOL can afford to take a volume-based approach to pricing rather than a profit-based approach. Further​more, because MusicNet is also heavily supported by advertisers and sponsors, it can offer many different promotional packages to bolster sales. 

Despite MusicNet's potential size advantages, Apple's iTunes is likely to pose the biggest threat to 
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Napster. iTunes currently offers more than 400,000 songs and adds thousands more weekly. It also offers a wide selection of audio books. Moreover, the popular​ity of Apple's iPod MP3 player confers on Apple a dis​tinct advantage: the iPod provides customers with a perfect vehicle to get the music they desire. The iTunes software application works for both Macintosh and Windows operating systems. The service is easy to use and boasts fewer restrictions than MusicNet and other brand competitors. As a result, iTunes has developed a high customer satisfaction rating. Recently Apple part​nered with PepsiCo to offer 1,000 songs free of charge to help bolster membership in iTunes. 

Other competitors include the thousands of offline and online music record stores that offer CDs and other merchandise. However, given the movement in the industry toward online downloading of music, these competitors may soon become less worrisome. Moreover, there are still websites where music can be downloaded free of charge, albeit illegally. Some potential customers would rather risk getting caught than pay for the music. 

As with any technology-based service, new compe​tition is often unseen and swift. With subscribers of peer-to-peer networks, such as Kazaa, being targeted 



by the Recording Industry Association of America, any or all of these services may move toward a pay​for-play service to avoid being hassled by the RIAA. In addition, competition exists from major retailers such as Wal-Mart and Amazon.com and from traditional music retailers such as Tower Records, Sam Goody, Best Buy, and Circuit City. In addition, some insiders have speculated that Microsoft will launch a service of its own. Given the existing and future competition, it is imperative that Napster make its brand the market leader in a short period of time. 
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1. What factors seem to have the greatest influence on Napster 2.0's pricing decisions? Explain. 

2. What appear to be Napster's primary pricing objectives? 

3. Assess the level of price competition in the music industry as a whole and within the online music distribution business specifically. 

4. Evaluate Napster's pricing strategy of charging 99 cents per song. Under what circumstances should the company consider changing that strategy? 
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